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Abstract
This paper considers the role of fiscal policy as a component of stabilization policy in Romania, based on the assumption 
that some relevant relations exist between credit cycles and fiscal policy over the business cycle. The paper analyses the
relations between the banking sector fluctuations and taxation and public spending during 2008-2011. Our research is based 
upon market values of performance assessment Residual Income, Market Value Added, Earnings per Share, and Price to
Earnings ratio - which offer a more realistic view regarding the evolution of banking institutions value reflecting
decisions and anticipations. Connecting the theory to Romanian banking system data we find that some of the bad financial
performance associated with this period is to be explained by the contraction of the demand and not necessary with the
earnings obtained by the Romanian listed banking institutions. According to our study, the evidence supports claims that 
Romanian fiscal policy is pro-cyclical and hence destabilizing over the analysing period. The aim of the paper is to provide
some empirical basis for the argument that pro-cyclical fiscal policy does not assist in repairing the financial system.
© 2012 Published by Elsevier Ltd. Selection and/or peer-review under responsibility of the Emerging 
Markets Queries in Finance and Business local representative.
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1. Introduction and Literature Review
The current global crisis has focused attention on how far fiscal policy can support demand in a recession.
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Indeed, since 2009, many emerging economies have used various combinations of fiscal instruments to dampen 
the demand shock. Some governments have opted for pro-cyclical fiscal policy, d
regarding its ineffectiveness.  
According to the literature, pro-cyclical fiscal policy means the policy which is expansionary in booms and 
contractive in recessions, being generally regarded as potentially damaging for welfare (Serven, 1998; World 
Bank, 2000; IMF, 2005).  Keynes (1936) defines a contractive fiscal policy as a government policy of reducing 
spending and raising taxes. The above cited studies argue that pro-cyclical fiscal policy raise macroeconomic 
volatility, depress investment in real and human capital, hamper growth, and harm the poor. Beginning with 
Keynes (1936) a lot of researchers recommend the countercyclical fiscal policy arguing its stabilizing effects 
(Cohen and Follette, 2000; Taylor, 2000). According to Baldacci et al., 2009, countercyclical fiscal policies are 
able to reduce the crisis duration by almost one year. There are also researchers who argue that in economic 
downturns, countercyclical policies increase government indebtedness, raising future debt service obligations 
underlying that counter-cyclicality is a necessary but not a sufficient condition for sound macroeconomic 
policy (Gordon and Leeper, 2005). There are some discussions in the academic literature about government 
interventions to boost private sector credit and domestic demand, warning that such actions could leave the 
economy exposed to the risk of high-inflation and lower private investment growth (Baldacci et al., 2009). 
Regarding the pro cyclical character of fiscal policy in emergent countries, the literature points to the weakness 
of automatic stabilizers and the pro cyclical bias of discretionary policies of those countries, caused mainly by 
the low tax elasticity, the low share of taxes to GDP, the large proportion of fixed expenditures and the general 
absence of (expensive) unemployment insurance (BIS, 2003; Kraay and Servén, 2008).According to a study 
made by the Bank for International Settlements, the standard theoretical Keynesian case for using 
countercyclical fiscal policy is not always applicable in emerging economies subject to large shocks, as small, 
or even negative fiscal multipliers may result if confidence is damaged and interest rates rise, crowding out 
domestic investment (BIS, 2003).  By using econometric tools, some researchers find evidence that in some 
European Union new member states, fiscal consolidation made economies grow faster already in the short 
term, explaining the effects of fiscal contraction on private consumption and investment  whether the latter 
were boosted or restrained - through so called non- Keynesian effects (  and , 2005). The 
authors claim that the source of the non-Keynesian effects is said to be the fall in e
by reducing government expenditure. As a result, business profitability increases, and secondly, their 
competitiveness on international markets goes up, concluding that the governments in question gained 
credibility and attracted foreign direct investments, since they were in a better position to pay their bills.  
      Reviewing the literature in the field it can be concluded that there is no consensus yet about what should be 
the appropriate role of fiscal policy over the business cycle in emergent countries, during a recession. 
Regarding the banking , the literature suggests  their strong correlation with business 
measured through a loans on-liabilities ratio as a proxy), even if the profitability of the banking sector is not 
correlated to business cycles at all - even if measured as a long-term profitability through variations of capital 
requirements, i.e. net worth capital (Piluso and Ricciuti, 2008). As regards to the relatively small subset of 
saving banks the above cited researchers argue that government expenditure has a significantly negative effect 
on the loans-to-liabilities ratio, no effects on total assets, while taxes have significantly negative effects on 
loans and total assets (Piluso and Ricciuti, 2008). The conclusion of such a study is that saving banks seem 
more affected by fiscal policy than the whole banking system and, in particular, they are negatively affected by 
taxes.  
Based on the assumption that the interaction between macroeconomic and financial variables can play 
major roles in determining severity and duration of the recession (Claessens et al., 2008; Akitoby and 
Stratmann, 2008), the aim of this paper is to highlight some pro-cyclical fiscal policy effects on the banking 
profitability in Romania during 2008-2011. 
The rest of the paper is structured as follows: Section 2 provides a brief characterisation of Romanian fiscal 
policy suggesting its pro-cyclicality during 2008-2011, using IMF and Romanian Ministry of Finance - 
statistical data. Section 3 presents the data and study methodology, section 4focuses on the results of the study 
and the last section concludes.  
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2. The Case of Romania 
 
The effects of the financial crisis had reached Romania by the end of 2008. As the economic downturn was set 
to be particularly severe, in 2009 the government chose to enact sizeable fiscal restraints driven by spending 
cuts and increasing fiscal burden, particularly through the introduction of the lump tax rate and reduction of 
some fiscal deductibility, resulted in lower expenditures on goods and services by 12.6% and lower public 
investment by 13.3%. During 2010, the fiscal policy becomes even more restrictive through measures such as 
sharp reduction in the public sectors salaries, cutting unemployment benefits and increasing the VAT rate. 
These fiscal measures continued in 2011 resulting in a contraction of the demand for goods, services and 
implicitly banking loans, suggesting the pro-cyclicality character of Romanian fiscal policy.  
The statistics reveals that Romania's impressive annual GDP growth averaging 6.3% between 2005 and 2008 
has gone hand in hand with rising budget expenditures which have doubled in nominal terms, spending on 
public sector wages increasing more than doubled. Thus, Romania has made large fiscal adjustments during the 
expansion periods, opposite to the findings of the researchers, which recommend fiscal consolidation processes 
in good times. 
3.Data and Methodology  
Measuring fiscal policy has always posed a difficult challenge. According to the recent scientific literature it 
does not exist a good measure of the effects of fiscal policy in a recession because the existing methods to 
estimate the effects of fiscal policy  both those using the observed outcomes following different policies in 
aggregate data and those studying counterfactuals in fitted model economies  ignore the state of the economy 
 the multiplier in a recession  and one we care less about  the Parker, 2011). 
As nonlinearities are hard to measure, the present study is based on the assumption that microeconomic studies 
can also provide measures of the dependence of the effects of a policy on the states of different agents which is 
a key component of the dependence of the general-equilibrium effects of fiscal policy on the state of the 
economy. As fiscal policy is positively correlated with investments, in particular growth in public expenditures 
encouraging investments, we can assume that some relations between banking behaviour and fiscal policy 
 
 remains of 
profits after deducting interest on capital at the current rate may be called earnings of undertaking or 
residual income net of the overall capital costs.  The inventor  of EVA, Stewart (1992), identified more than 
160 potential adjustments that a company can make to its net income in order to eliminate the accounting 
policy bias (i.e. GAAP), but generally in practice no more than 10 adjustment are considered sufficient. The 
simplified version of EVA, residual income(RI) assumes the exact calculation principle without adjusting for 
the accounting value of net income. 
We propose the following calculation for RI: 
 
    (1) 
 
Where Ke reflects the cost of equity and Risk Capital reflects the capital needed in order to account for the 
riskiness of the specific banking operation.  In the case of banking institutions there is a fundamental difference 
between cash capital (shareholder equity) and risk capital. Risk capital is specific to the risk profile of the bank 
and is determined by the structure of the assets portfolio. Basel II Accord established the minimum 8% ratio 
coefficient between equity capital and risk weight assets. In order to arrive to the value of risk capital this study 
uses bank specific Tier1 ratio to compute the value of risk-weight assets: 
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        (2) 
        (3) 
Where t represents the bank specific risk-weigh that accounts for the structure of the asset portfolio.  
Based on market data, MVA reflects the value how much shareholder wealth a firm has created/destroyed over 
a period of time.  The study uses the following calculation formula: 
 
    (4) 
 
 EPS reflects the total earnings or net income divided by its outstanding shares. This indicator presents the 
value of profit that is contained by a share. The main critique of this indicator regards the fact that EPS ignores 
the capital required to generate a certain amount of profit. 
PER is calculated as the market value of a share divided by the earnings per share. The multiplier PER 
shows how much investors are willing to pay per money unit of earnings. Also this is a good benchmark for 
making performance comparisons between companies in the same industry. 
Because this study uses market based indicators in order to assess the financial performance of the banking 
institutions, the population of the study contains all the commercial banks that are listed and traded on the 
Bucharest Stock Exchange (BSE). BSE trades four stocks issued by banking institutions: BRD (BRD-Groupe 
Societe Generale), TLV (BancaTransilvania), BCC (Banca Comerciala Carpatica) and EBS (Erste Bank 
Group).The study uses financial data from the balance sheet and profit and loss account provided by the official 
site of each banking institution. The variables that were collected from official financial reporting documents 
are: total assets, shareholder equity, net income and Tier 1 ratio. These variables are used to compute the risk 
 
Stock market data (evolution of price of shares) is obtained from the site www.tranzactiibursiere.ro. 
Regarding the cost of equity the values of the interbank market interest rate (ROBOR) are obtained from the 
official NBR site www.bnr.ro.The time spam covered is 2008-2011. 
4. Analysis Results 
Market Value Added (MVA) indicates the difference between the market value and the book value of the 
banking institution. This difference reflects the surplus value created by management over one period of time, 
value that reflects the anticipation and degree of trust that the investors on the capital market have regarding the 
prospects of the company. 
 
Source: own calculation Source: own calculation 
Fig. 1.  Evolution of Market Value Added indicator, period2008-
2011(values expressed in thousand RON) 
Fig. 2.  Residual Income indicator, period 2008-2011(values expressed in
thousand RON) 
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Considering the period under scrutinize the year 2008 seems to be the best performing year and the year 
2009 the worst performing year. The values indicate that BRD is the bank that creates most value for 
shareholders having the most ample difference of almost 8.000.000RON in 2008.On the other hand the greater 
value destroyer is Erste Bank Group (EBS) in 2009. MVA reflects in this case the declining of the stock 
performance that diminishes the market value of the banking institution to a level that the book value exceeds 
the market value by 8.000.000 RON. 
The evolution of BancaTransilvania (TLV) and Banca Carpatica (BCC) is rather similar and conservative 
regarding MVA. By comparison BCC stock performance seems go by the year 2009 better than the rival TLV 
and for the following years the values evolve very close to another. It is safe to say that both BCC and TLV are 
e stock market.  
Overall form this point of view situation has a declining maximum in 2009 but an amelioration trend can 
be observed for the year 2010-2011.  
Residual income reflects the value created for the investors over one period of time after deducting from 
the operating income the cost of capital. Most performance assessment research literature focuses on the value 
account the return asked by investors for sustaining the operational activity of one organization. As Modigliani 
and Miller (1958) point out in their seminal article: not only debt holders expect a certain return but also 
shareholders of the bank expect a specific rate of return for assuming the risk of investing in the bank. Residual 
income is a measure of excess return and reflects the income generated over one period of time that is entitled 
to shareholders. The evolution of RI is similar with that of MVA. BRD is the best performing and EBS is the 
worst banking institution. TLV and BCC have a similar path but numbers show that TLV offers greater 
retribution to shareholders than BCC. The best performing banking institution presents a declining value for RI, 
value that by the end of 2011is close to the one obtained by TLV and BCC. The worst performing banking 
institution EBS shows a trend of recovery for the year 2008-20010, but by the end of 2011the numbers display 
the largest loss for shareholders of almost 2.300.000 RON. 
Both indicators depict the same image: 2008 represents the year with the best performance results. The 
following year, 2009, is the worst performing year for all listed banks. Years 2010 and 2011 show a trend of 
amelioration but changes are to be seen at a slow pace. 
EPS is a wide used stock performance indicator that best reflect the trend of the earnings value over a 
larger period of time. This indicator appeals to the individual investor that is interested in knowing the amount 
of earnings that are to be allocated per share. Figure 3 presents the evolution of the EPS indicator. The most 
interesting observation is that from this point of view EPS seems to be the most attractive stock on the market 
in the short run. Again the best year is 2008 and three out of four banking institution present a decreasing trend 
that reaches the maximum value in 2011. The only banking institution that displays a positive increasing trend 
is TLV. This situation shows that for the listed banking institutions the value of reported earnings has a 
negative trend: two institutions report loss in the year 2010 and 2011, and two report small amounts of profit 
over the same period. 
 
602   Anca Munteanu and Mihaela Göndör /  Procedia Economics and Finance  3 ( 2012 )  597 – 603 
  
Source: own calculation Source: own calculation 
Fig. 3. Evolution of Earnings per Share indicator, period2008-2011, 
(values expresses in percentage) 
Fig. 4.  Evolution of Price to Earnings ratio, period 2008-2011, (values 
expresses in percentage) 
 
The value of PER reflects the ratio between the price of stock and the earnings attributed to the stock. 
Usually investors look for the smaller value of PER as this figure also shows how much you have to pay in 
order to obtain 1 RON of profit. Also a small value of PER indicates that the stock is undervalued and it 
forecasts future profit opportunities. The link between PER and EPS has also to be examined as earnings can 
suffer from manipulation. The higher the value of EPS the smaller the value of PER as a consequence in the 
long run the EPS can be misleading.  
Except for BCC which reports loss for the entire time spam (2008-2011) the PER ratio registers values that 
fluctuate between 5and19. This figures place Romanian banking institution in the undervalued (0-10) and fair 
value (11-17) stock category. BRD stock is undervalued for the entire period excepting the year 2011 when 
PER registers a value of 19, 17. TLV is undervalued in 2008, 2009 and 2011; EBS is undervalued in 2009 and 
2010 all other periods being one of fair value quotations. 
 
Conclusions 
 
By using market based performance indicators we obtain a more real image regarding the value evolution 
of Romanian listed banking institutions. This type of measure has the advantage of incorporating  
decisions and perceptions in time. Also, market based measures avoid some of the biases introduced by 
accounting policies over figures as earnings or other profitability indicators. The fact that the year 2009 is the 
one with the smallest PER values could suggest that some of the bad financial performance associated with this 
year is to be explained by the overall evolution of the capital market and not necessary with the earnings 
obtained by the banking institutions. This mechanism can be described by reflecting upon the EPS values 
which present minor fluctuations: at the same level of earnings a smaller price will determine a smaller PER 
value and thus will pace the stock in the undervalued category. 
By corroborating these results with the assumptions stated above i.e. (i) the Romanian fiscal policy is a pro-
cyclical one; (ii)pro-cyclical fiscal policyraise macroeconomic volatility, depress investment in real and human 
capital; (iii) fiscal policy is positively correlated with investments so that some relations between banking 
behaviour and fiscal pol  cycles, we can conclude that the 
studied banks performance decreasing trend can be considered as a negative effect of the demand reduction due 
to the restrictive fiscal policy during the crisis. Thus, according to our study, fiscal policy is likely to be a pro-
cyclical and not a stabilizing force. 
Revealing only a small part of the Romanian economic reality, this study shows that the government is far from 
having applied the best fiscal policy. As a consequence Romania should drastically re-evaluate its fiscal policy. 
Finally, there is ample space for future research on the pro-cyclicality of Romanian fiscal policies and the way 
thru counter-cyclicality. Considering useful to make an explicit assessment of sustainability in fiscal policy, in 
future paper, we intend to measure the effects of fiscal policy on the banks performances, in crisis time. 
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